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Abstract 
Domestic and foreign firms engaged in Cournot competition bribe the local authorities. The local 
firm pays for imposing a cost to the foreigners; the foreign pays so that the local competitor does 
not get overwhelming advantage. Local authorities, political or otherwise, decide an optimal 
level of ‘cost’ to be inflicted on the foreign firms which maximize their pay-offs from both. We 
argue why drastic trade reform increases the pay-off to the authorities whereas relatively less 
drastic reforms do the opposite. Thus extreme liberal stance is consistent with greater rent 
seeking. However, greater rent seeking is also consistent with higher welfare for consumers. This 
result may change with fixed costs. 
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1. Introduction 

We are all aware of the conventional wisdom which suggests that trade reform or deregulation in 

general should curtail rent-seeking behavior. Lower tariffs can generate revenue by inducing 

compliance. One can cite the classic work of Krueger (1974) and great many papers which have 

dealt with this issue. In trade theory, papers by Meyer (1984), Hillman and Ursprung (1988), 

Grossman and Helpman (1994) and Mitra (1999) have elaborately analyzed endogenous 

formation of tariffs in settings where lobbies determine tariff rates through political 

contributions. Justification of an optimal tariff that increases consumers surplus has been 

provided by Kabiraj and Marjit (2003) in presence of informational asymmetry between local 

and foreign firms with a follow-up piece by Mukherjee and Pennings (2006). 

 

The paper is also related to the literature on competition and corruption such as Bliss and Di 

Tella (1997). But our mechanism does not deal with entry and exit of firms due to corrupt 

strategies of public agents or politicians as the case may be. Competition in our framework does 

not kill corruption as in theirs, but may increase total amount of rent and consumers welfare at 

the same time. The argument here depends on the behavior of industry profits under Cournot 

competition. 

 

While deregulations, by cutting through the web of bureaucratic red tapes reduces the incentive 

for illegal transactions and promises to deliver a more transparent and fair institutional 

environment, in case of two fastest growing economies the feeling has been somewhat different. 

For example in various rankings and references related to corruption, India continues to stand out 

as one of the most corrupt nations in the world. Recent incidents of graft and illegal use of public 

office have landed a cabinet minister in jail and many are under investigations. Financial 

scandals, one after the other have rocked the nation for quite some time, especially in the post 

reform period, i.e., after the 90s. While it is difficult to relate all these anomalies and acts of 

profligacy to a specific problem cast in terms of trade related duopoly model, it is potentially 

interesting to revisit the relationship between trade and levels of political or bureaucratic 

corruption and contrast the findings with what we usually accept as a reasonable outcome. 
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Domestic firms wish to fend off foreign competition and therefore distribute favors to the 

politicians or the powerful to install barriers against foreign firms lobbying in favor a 

protectionist regime. In fact arguments such as these can be used to characterize pre-reform 

India. On the other hand, foreign firms will be keen to make their presence felt in the local 

market and hence will pay for entry and then should also pay to counter the lobby of the 

domestic counterpart. To gain an entry or influence the authorities for business benefits foreign 

firms would also indulge in under-the-table transactions. More they pay less will be the influence 

of the local firms. In fact liberalization may imply a win-win-win for foreign firms, politically 

powerful and consumers. 

 

In what follows we construct a well-known leader-follower structure with the political authority, 

or the regulator or the rent seeker, leading and the firms following. The local firm is willing to 

pay a share of their profit to the rent seeker or regulator (R) so that they impose a tax on foreign 

competition. It may be a tariff or any kind of cost that hurts their competitive strength. It will be 

a per unit cost ‘t’ in our model. The foreign firm can pay the regulator to make sure that the level 

of t is not very high. Regulator’s illegal pay-off for distributing favour is reflected in an optimal 

choice of ‘t’. If the regulator grabs the same share of profits from both, then regulator must 

choose ‘t’ to maximize their joint Cournot profits. To be consistent with the vast existing 

literature on industrial organization of developing countries, we shall assume that the foreign 

firm is more efficient than the domestic competitor. Several papers have used this idea to derive 

a rich set of results. Regulator, by its power can push both firms to this alternative reservation 

pay-offs. However, such an action does not exclude the fact that joint pay-offs of these firms 

need to be maximized for the regulator to obtain the best deal. Non-monotonicity of the joint 

profits with respect to t holds key to the result we are trying to drive at. This result is related to 

such a type of non-monotonicity outcome in Cournot models used in papers by Marjit (1990) and 

Lahiri and Ono (1999). 

The next section lays out the model and the main result. The third section deals with the case 

where regulator, in part, retains its benevolent spirit and puts some weight on the health of the 

industry. The last section concludes 

 

2. Model and Results 
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This is the bare-bone model of Cournot duopoly with linear demand and constant marginal cost 

for both firms; C for the local firm and none for the foreign firm. There is no special trick in 

assuming zero marginal cost for the foreign firm as will be revealed soon. 

 

With demand function p = a – q          (1) 

 

 

following Cournot-Nash profit functions, π1 for local firm and π2 for the foreign firm can be 

easily derived 

9
)2(

1
2tca +−=π   

9
)2(

2
2cta +−=π             (2) 

 

Note that‘t’ is a ‘cost’ imposed on the foreign firm and is a policy parameter decided by R. 

Higher t will increase 1π  and lower t will increase 2π . Suppose the share α of )( 21 ππ +  

appropriated by R is fixed. Then it is in R’s interest to maximize )( 21 ππ + . 

 

At this stage let us distinguish the role of party in power and those in opposition. Even if R 

reflects the party in power or the ruling coalition, extreme favor to the “foreigners” always puts 

the opposition in a combat mode because politicians are hardly observed to back the consumers. 

In an interesting paper Fernandez and Rodrik (1991) had argued any new policies are difficult to 

implement in a democracy because there is always much more information about the existing 

ones and people get scared of unknown evil. Losses occur in the current period but gains arrive 

later. In a democracy extreme favour to the foreigners at the cost of local producers always calls 

for political disturbance. Anyway, we shall explore this later. 

 

Define 

9
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Note that the foreign firm will survive competition from the local iff 

tca
>

+
2

             (5) 

 

Also note 
5
4

2
caca +

>
+           (6) 

 

Since ,0)( >Ω′′ t  tca ~
5
4

=
+  is the unique minimum for ).(tΩ  

 

Let us work with the extreme point 0=t and tt = where 
2

cat +
= . 

 

Therefore, ,tt >∀  local firm is a monopoly. 

 

At ,0=t the foreign firm will be a monopoly iff 
2
ac ≥       (7) 

 

Also the monopoly profit of the foreign firm is greater than that of the local firm as c > 0. 

All such possibilities are demonstrated in figure 1. 

                          π 

 

                            πm1 

                                                                            πm2 

 

 

 

 
t 



 6 

                              t              t~  
                                             Fig - 1 

2mπ  represents monopoly pay-off of the foreign firm under the assumption that the local firm 

cannot survive with t = 0 support from the government and the foreign firm is more efficient than 

the local firm so 12 mm ππ > . While the first of these assumptions is not essential for the result we 

are driving at, the second one is important. 

 

AB represents the total industry pay-off, the political authority can work with. Since AB reaches 

a unique minimum at t~ and as 12 mm ππ > , there should be at t such that 221 )()( mtt πππ =+ . 

 

Therefore tt ≤≤0 , 121 )()( mtt πππ >+ . 

 

We now have to define “drastic reform” and “moderate reform” in terms of the variable‘t’. It is 

clear that tt ≥  represents a completely inward looking strategy whereas t = 0 represents the 

reverse. If one starts from tt = , rent seekers will be reluctant to undertake moderate reforms 

defined as a local decline in t. In fact, till t hits t , the total pay-off will decline. Even if the 

foreign firm promises some pay-off as )(1 tπ increases with a drop in t, it cannot compensate for a 

decline in )(2 tπ as the local firm is exposed to increasing foreign competition. If t is reduced 

beyond t , the total industry pay-off will increase. The rent seekers will have a lot more from the 

foreign firm and the local firm will lose out. Yet, total amount of the “rent” will increase. If the 

share of total industry profit going out as graft does not get reduced in the process, total amount 

of the unholy payment will increase with liberalization. 

 

Proposition 1: Rent seekers will choose a tt < (drastic reform) instead of a ],[ ttt ∈  
(moderate reform). Thus drastic reform will increase corruption payment. 
 

Proof: As discussed above. 

 

Note that with a decline in t, consumer’s welfare will increase until and unless this is a pure 

export sector with no domestic consumption. A decline in t will always increase industry output, 
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hence consumer’s surplus. Local producers will be worse-off. By now, it is clear that if we 

ignore the extreme points such as t = 0 or tt ≥ in the Cournot-Nash set-up, a moderate decline in 

t will not satisfy rent-seeker’s appetite. Instead a push for a drastic cut-back in t will be the 

objective to maximize the pay-off. Interestingly for a benevolent rent-seeker who also cares 

about the level of output or consumer’s surplus, a cut-back in t will be desirable. Note that total 

industry output is given by 
3

2 tca −− and a drop in t as low to zero will be a desirable move. 

However, there is a caveat. 

Typically with a fixed cost F facing both the firms, entry-deterring effect of a low t (against the 

local firm) can lead to perverse output effect even if the low-cost firm survives competition. 

Such a point was raised earlier in Kabiraj, Marjit and Mukherjee (2008). We shall use this result 

to our benefit. 

 

With 0>F as fixed cost facing the local firm, the entry deterring effect is captured by 

 

Ftca
≤

+−
9

)2( 2

          (8)
 

or, Ftca 32 ≤+−  

or, 
2

3 Ftac −+
≥  

Suppose 
2
ac < . Hence, the foreign firm will not be a monopolist at the extreme point   t = 0. 

However, with 
2
3

2
Faca −

>> , the local firm will exit even if ca
>

2
.  

 

Note that with F > 0, one can define 

Fact 32* +−≡                                                                                                                     (9)                                                                                                                                                                            

such that for *tt ≤ , the local firm will exit the market, as for *tt < , 
2

3 Ftac −+
> . 
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Therefore, for any t < t*, the total output of the industry is given by 
2
a  and it promises the rent 

seeker higher pay-off than at any level of t. Hence, the rent seeker should not care much about 

the exit of the local firm.  

 

Now, consider the output at t = t* and remember that ca
>

2
. 

 

Then 0
3

*2
2

<
−−

−
tcaa  

iff 0
6

*22
<

++− tca  

or, 06242 <+−++− Facca  

or, 022 <++− Fca  

or, Fca
+>

2
           (10) 

 

Therefore, if (10) holds, a drop below t*, will actually reduce consumers’ surplus even if we 

reduce the t from t* to zero.  

 

While moving from tt =  to any t lower increases consumers’ surplus unambiguously, i.e., a 

decline in t means a monotonic increase in consumers’ surplus with F = 0. Such a result gets 

affected with F > 0. A move away from t and beyond t* breaks the “monotonicity” property. 

Though
22

caa −
> ; hence foreign monopoly does generate higher output than the local monopoly. 

However, t = t* would have meant a greater increase in consumer’s surplus. Thus a choice of t = 

t* will maximize consumers welfare but beyond t* i.e. for t < t*, it will only increase the rent.  
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3. Conclusion 

 

The paper deals with the issue of corruption and rent seeking behavior in a liberalized economy. 

We argue that extreme liberal stance may be consistent with greater rent seeking provided the 

foreign firm is efficient relative to the local competitor. Such increased rent seeking is consistent 

with greater welfare for the consumers and therefore corruption and competition will go hand in 

hand. With fixed costs of production early exit of the local firm will increase rents, but can make 

consumers worse off. In any event minor reform will not be a good strategy. 

 

This paper tries to revisit the relationship between liberalism and corruption in an open economy. 

If the politicians have to undertake some reforms in an open regime, they will be interested in 

causing a drastic decline in trading costs to enable the foreign firm, the relatively efficient one, 

reap maximum profit which will finance the bribe. 

 

 

 

 

 

 

 

 

References 

 

Bliss, C. and R. Di Tella (1997)- Does Competition kill Corruption – Journal of Political 
Economy, 105(5),1001-1023 

Fernandez, R., & Rodrik, D. (1991). Resistance to Reform: Status Quo Bias in the Presence of 
Individual- Specific Uncertainty. The American Economic Review, Vol. 81(5), pp. 1146-
1155. 

Grossman, G., & Helpman, E. (1994). Protection for Sale. American Economic Review, Vol. 
84(4), pp. 833–850. 



 10 

Hillman, A., & Ursprung, H. W. (1988). Domestic Politics, Foreign Interests, and International 
Trade Policy. American Economic Review, Vol. 78(4), pp. 729-745. 

Kabiraj, T., & Marjit, S. (2003). Protecting consumers through protection: The role of tariff 
induced technology transfer. European Economic Review, Vol. 47, pp. 113-124. 

Krueger, A. O. (1974). The Political Economy of the Rent-Seeking Society. American Economic 
Review, Vol. 64(3), pp. 291-303. 

Lahiri, S., & Ono, Y. (1999). Optimal Tariffs in the Presence of Middlemen. Canadian Journal 
of Economics, Vol. 32(1), pp. 55-70. 

Marjit, S. (1990). On a non-cooperative theory of technology transfer. Economics letters, Vol. 
33, pp. 293-298. 

Marjit, S., Mukherjee, A., & Kabiraj, T. (2008) Quota as a Competitive Device – in L. Zhao and 
K. Kamhigashi (eds) , International Trade and Economic dynamics – in memory of K. 
Shimomura, Springer- verlag 

Meyer, W. (1984). Endogenous tariff formation. American Economic Review, Vol. 74(5), pp. 
970-985. 

Mitra, D. (1999). Endogenous lobby formation and endogenous protection: a long run model of 
trade policy determination. American Economic Review, Vol. 89(5), pp. 1116–1134. 

Mukherjee, A., & Pennings, E. (2006). Tariffs, licensing and market structure. European 
Economic Review, Vol. 50, pp. 1699-1707. 

 


	Economics Working Paper Series
	Rent Seeking and Reform
	3. Conclusion


