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An application of economic principles to the theory of democracy?®
leads to the view that there is a similarity between the behavior of
entrepreneurs and political parties. The relationship is summed up
by Downs [3] as follows:

Our main thesis is that parties in democratic
politics are analogous to entrepreneurs in a
profit-seeking economy. So as to attain their
private ends, they formulate whatever policies
they believe will gain the most votes, just as
entrepreneurs produce whatever products they
believe will gain the most profits for the same

reason.3

One major difference, however, between the market for goods and the
market for votes is that high income consumers have ''stronger power" in
the goods market than poor or low income consumers, but they are restricted
to the same power in direct voting. The classical theory has therefore
emphasized the point that each man has one vote, and that in the legal
respect, all men are equal. The point that money helps to gain more
influence for the wealthy or the better organized groups has been known

but not always mentioned.

1We are indebted to Gary Becker, Malcolm Burns, George Stigler and
Gordon Tullock, and to participants of the Human Capital Seminar at the
University of Minnesota, for their helpful comments and suggestions.
Support of the Spencer Foundation through a postdoctoral fellowship at
the University of Minnesota (Ben-Zion) is gratefully acknowledged. We
alone are responsible for the remaining errors.

2The classical examples of this approach are Arrow [l], Downs [3]
and Buchanan and Tullock [2].

3Downs [3], page 295.



In this note we question the view that political power is independent
of economic power, and claim that, via political contributions, there is
at least a limited market in which political power can be "bought" by
economic resources. The practical importance of the transaction is that
government policy may differ in this case from that chosen under the
assumption of equality of political power.

Section I presents the two approaches to political contributions,
and the role of money in political campaigns. Section II analyzes the
model where campaign contributions are regarded as political investments
by large contributors. Section III discusses the cases of collusion
between contributors and between candidates and their implications for the
political system, Finally, Section IV summarizes the conclusions of the

analysis and their relationship to some recent literature.

I. Campaign Contributions and the Democratic Process

First we reconstruct the simple model of democracy, which follows the
traditional lines. We assume that a candidate wants to maximize P , his
percentage of the total votes.l There are n issues involved in the
election campaign and each individual j forms his own opinion with regard
to each issue i , which we denote as Xij , and a weight which he

attaches to the issue Wig . 'The distance of a candidate from an individual

depends on the candidates'positions with regard to relevant issues, the

individual 's positions and his subjective weights,® Similarly we can define as

1In the simple approach, the only relevant result is winning or losing,
and P can be regarded as the probability of winning. In a more general
approach (see Stigler [6]), the percentage of votes for a known outcome is
still a relevant variable as an indicator of the relative political power of
the candidates. In order to simplify the discussion we shall use the former
interpretation of P .

2. .
While the model assumes a rational average vote, it does not however exclude
individuals whose votes do not depend on the candidates' positions.




a weighted distance function S(YlK ces Y“K) which depends on the

position' of the candidate K with respect to these relevant issues,”
The candidate maximizes his expected percentage of the votes by

choosing a vector of optimal positions (YT oo Yﬁ) which minimize his

weighted distance function, In a simple formal model we write:
P=1f(8(Y; «oc Yo), 0) (L

where S summarizes the candidate's policy positions and « represents
some other personal characteristics of the candidate,®

For the optimal policy (¥t ... Yf) we get:

%1 (Y’f--.Y’:)=a—fa(S§lsi(Y’{ e YR) =0 . (2)

Yf . Yﬁ will depend on the parameter of the distribution of
population preference., Suppose, for example, that S for a candidate is
a weighted sum of the deviations of the individuals in the population from
his own position, S = ? ? Wey 1 Xgy - Yy s, then the optimal policy is
Yf = X; (50%)  which is the median position of the population in

any relevant issue, 1i ,

1In a real world with limited and costly information, there is a
difference between the true positions of the candidates and the subjective
estimates of the positions made by different individuals, We assume, how-
ever, that changes in the actual position of the candidate will, on the
average, be reflected in a similar change in their subjective image by
individual voters.

2For simplicity, we will deal with one of the candidates and
will replace the notation Yy, by simply Y, .

3For simplicity we assumed (implicitly) that the "personal factors",
@ , are independent of the candidate's policy (Y¥; ... ¥,) , so thgt hanges
in the policy will not affect the "image", o , of the candidate §%<5= 0.
o Mmay include among other factors, trust in the candidate's, previous
experience (incumbent) etec,



The inclusion of contributions (money) in the model can simply be
regarded as an extension of the production function (1) to include another
factor M which represents the value of the campaign expenditure. The
candidate is assumed to have no money, and M 1is derived from the contri-

butions of supporters in the population,?

P=g(s, M o . (3

Since we tend to rule out the possibility of 'buying votes" directly,
campaign expenditures may enable the candidate to make his position clear
and known to a larger number of potential voters, He can increase the
percentage of his potential supporters who will actually vote for him, and
he can improve his '"public image" which may in turn affect voters' support.
And he can also use some resources to find out what the voters'
preferences are, Thus, in a realistic world, where obtaining or trans-
ferring information is a costly activity, the role of money is very impor-
tant in "shortening" the distance between the candidate and his potential
voters, A similar role is played by advertising expenditures of a firm in
the product market by affecting demand for its specific brand,

If money is a neutral variable which is independent of the candidate's
policy, then it seems that money contributions will have no effect on the
candidate's position on different issues., If, however, a candidate can
obtain contributions only in return for a change in his policy, he may have
an incentive to do so if the loss of votes from changing the policy is less

than the percentage of votes he can attract by using the money.

1 . .

In this respect there is of course no difference between direct money
contributions and contributions in kind (such as paying the candidate's
expenses, or working for him below the market rate).



@}

Let (YT, Y: e Yﬁ) bé the optimal policies chosen by a candidate
in thc absence of any contribution,? Now assume that he is offered
a contribution of dM to change his position to a closer point whose
coordinates are [(Y] + 8Y;), (Y: + 8Y2), .., (Yi + 6Y,)] . He will
accept or reject the offer according to the sign (positive or negative,
respectively) of the net effect on his percentage of the votes, The change
in the percent of votes dP 1is the algebraic sum of the loss of votes as
a result of a change (0Y;) in his policy and the gain in votes from the

use of the money obtained by changing the policy in the election campaign.

2 3s ®
dP=(ZaS oY, 6Yi+aM dM) .

In competition, the candidate's "own price" for changing one dimension,
i , in his position will be

% &
3 oy,

dM = - ar
a

The required price will be higher: (a) the higher is the required change

8Y; ; and (b) the higher its "weight" (%% ) in the distance function S ,
1

where the '"weight" is a reflection of the importance of the specific issue

i to his potential voters,

II. Campaign Contributions and Market Equilibrium

It seems reasonable to assume that some contributors derive utility
from campaign expenditures in the sense that they support what they con-
sider the "correct" views and ideas which the candidate represents. Such

contributors will usually contribute for one candidate whom they regard

1Or in the case that contributions are only neutral.
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as the "better qualified candidate', and they may do so even if it seems

clear that the candidate's chances of winning are rather low. Also, the
"return" to these idealistic contributors will not be in the form of

"personal gain" from a policy, but in an "external utility gain'' from the
rational implications of the policy. These contributions are best regarded as
"consumption expenditures" on the part of the individuals,

Another type of contribution which can be regarded as "investment ex-
penditures" is contributions made by organizations like firms, labor unions,
trade and occupational associations and other organized "pressure groups".?!
The main difference between these '"collective contributions" and "individual
contributions" discussed above, is that the former, like any other investment
by firms, depends on its expected return on the investment,

One particular feature of return on contributions is that there are
some legal restrictions on the "candidate elected" to pay the contributors
directly. There is no legal agreement or enforcement, and at best it is
based on verbal understanding.® The indirect payment cannot be legally viewed

as a return to contribution and therefore has to be a part of a general

government policy.

1Pressure groups serve as intermediaries between individuals and the
government, They try to influence the policy formation in a manner advantageous
to the individuals belonging to the pressure group. They succeed in this by
(a) contributing money, (b) encouraging to vote in a certain way, and in ex-
change for (a) and (b) get a policy beneficial to their constituency, Due to
legal restriction contributions by organizations or firms may take a form of
contribution by an executive or a major stockholder.

2For some discussion of "firms' contributions" along a similar line, see
Tullock [7]. The idea that the government regulations and economic policies are
influenced by the political power of the industry or organization which it regulates,
was emphasized in the pathbreaking work of Stigler [5]. He has also mentioned
the political contribution as a "means of payment" for favorable regulations.

However, a candidate and a party have an incentive to keep their informal
promises in order to maintain their credibility in future elections,



In the political process of a democratic society, it is easier for
a government to find "a legal form" of payment to firms and organizations
than to individuals. We believe, therefore, that the investment motive
is more common in firm contributions.?

From the point of view of the investor, campaign contributions may
be a high risk venture for which the required expected rate of return
is much higher than for alternative investment, The firm's return in
the form of "specific favors, such as settling antitrust actions", and
favorable regulations, makes it easier to pay firms rather than individuals,?®
Since the firm contributions are the larger in size on one hand, and re-
quire specific policy changes on the other hand, it is interesting to
analyze the determination of market equilibrium in terms of the amount
of contributions and the changes in the desired policy.

For simplicity of discussion, we deal with a contribution of one
firm to one candidate.® The firm desires specific changes in a candidate's
vector of previously optimal policy positions (Y? .o Yﬁ) to a new
policy (Y? oo Y:) . The gain for the firm from a change in dimension
i 1is assumed to be proportional to the change4 Bi-(Y$ - Y?) . Its

total expected gain is:

G=P 3% B(Y; -Y) . (4)

1 . .

We will use the term "firm" when we refer to a contribution for
an investment purpose; thus, the term "firm" will refer to corporations,
unions, and other organizations, as well as to some individuals,

2
Personal appointment may be one way to pay for service of the
individual or the firm which he represents,

3 . , .
Some aspects of joint action by firms and candidates will be
discussed in a later section,

4 .
Without loss of generality, we assume that the policy variable is
measured in such a way that all B, are positive,



The total amount of money that the firm may offer to "buy" such

changes is:

M= =2 P.3 By (Y,-Y})
~ (I+p) (1+p)

(3

where P 1is the required return on investments in the same risk class,?’

Note that if there are many firms which are interested in a similar
policy change, we can simply aggregate their contribution supply
functions,

Again, the candidate maximizes his percentage of votes, facing
a given supply function of contribution, Let S, be the distance of
the classical optimal policy which minimizes the distance of the candidate
from his potential voters., We can write the distance at any other point

of chosen policy as:

S = So + §(Z1 LR zn) (6)

k3

where Z; = (Y? - Y,) is the change of the ith component of the policy
vector, and S = (S - Sy) is the added distance of the policy vector
(Yf cee Y:) over S; , the minimum distance of the classical optimal
policy (Yf cee Yf) .

The "market equilibrium" in a world with firm contributions is
therefore determined as the policy vector that maximizes the percentage
of votes function (3) subject to a contribution constraint (5).

Note the above system is solved simultaneously since the contribution
M which affects the percentage of votes P in (3) also depends on the

probability P in (5).

1 . . . . L
The main determinant of p 1is the "risk" of the return from the political
investment,
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In discussing the results it may be useful to illustrate a simple

case as follows., Let the distance function be

s-so+—;-zw1 z,”

where W, is the weight of the policy dimension 1i .

(11)

We also assume

the percentage of votes function can be approximated over the relevant

range by a Cobb-Douglas function:

-Y
P=g(S, M, q) =Pg(a) +S ' "M

where Y; >0 and Y, >0 . Then since

Y
g, = - §i P
Y
Bz T ﬁz P
and also
-}
az, =W 4
o _F Bi
9z, (1+p)
(10) can be written simply as:
Y B, Y
] . SR .
Py "Pomap=F 5 "W

or

(12)

(13a)

(13b)

(13¢)

(134d)

(14)

(15)
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We can derive the following conclusions from (15):
(a) The change in the optimal policy with regard to specific
dimension i will be higher, the higher the potential gain to

contributors (B;) from changing the dimension.

(b) The changes in policy will be higher the lower is the weight

(W;) of the specific policy dimension in the distance function,
This conclusion suggests that contributions may be more related to
those specific favors in policy dimension, which are not regarded as

crucial in the political campaign (see also Tullock [7]);

(¢) For a given change in policy the size of the contribution will
be higher the higher is the initial probability Py(o) that the
candidate will be elected.® In other words, the investment motive
will lead to higher contributions to the leading candidate;

(d) The changes in the optimal policy for a given amount of contri-
butions will be higher the higher are coefficients of money (Y,) in
the probability function (12) and the lower is the coefficient of the
distance (Y;) . The ratio of these coefficients (%ﬁ) can be viewed
as a measure of the relative effectiveness of the two inputs (policy

and money) in the probability function;2

In the case of a contribution of a new firm to an already estab-
lished candidate, P,(@) can be regarded as including the effects of
other contributions obtained previously from other firms.

2 . .

The relative effectiveness of the inputs may depend in part on the infor-
mation available to the public with regard to the change in policy and the
existence of an economic '"deal" between the candidate and the contributor.
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(e) Finally, since firms regard contributions as investments, they
may reduce the risk by contributing to both candidates, especially
when the race is very close. In the case of a potential landslide,
however, the model clearly suggests that large contributors will support

the prospective winner,

III. The Case of Collusion Between Firms and Between Candidates

There are some special aspects of the political sector that may
lead to a collusion between contributors and between candidates, Such
a collusion may affect the results of the earlier'section.

First, we note that some of the organized contributors like unions
and associations are basically a form of collusion between individuals
with joint economic interest, and for some organizations, the political
involvement may be one of the major economic activities,

Similarly, since government policy and regulations are commonly
made on an industry-wide basis, they can be regarded as a '"public good"
for firms in the industry, and firms will have an incentive to make a
"joint venture" in political investment by contributing jointly to political
parties,

As in any other economic cartel, there may be an incentive for
individual members to share the benefits without sharing the cost, and
the cartel has to enforce control on its members, For a cartel with a
large number of members,® in which direct control of contributions and
rewards is rather difficult, the cartel may have a collective contribution
which is financed by the dues of its members (if such members' dues are

feasible). This is probably the case for unions, occupational associations,

1Either individuals or relatively small firms,
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the election; and (b) the use of a relatively small number of major
campaign issues, and avoidance of some other subjects as potential
campaign issues,

In a world with investment contributions, the efficiency con-
sideration will still hold, By restricting the length and the extent
of the political campaign, candidates are able to reduce significantly
their need for campaign financing and their demand for political invest-
ment.

Colluéion between major candidates may also take the form of an
agreement on a common view with regard to a given policy issue (dimension)
even though the common position is clearly different from the one chosen
by the average voter, and bias is in favor of a specific industry,
organized union, or other group of potential contributors, This may
be the case when all candidates have been offered political contri=-
butions in return for their support in a given '"biased policy". If each
candidate will consider the offer individually, he may find it "politically
expensive'", if it will reduce his percentage of votes by shifting voters
to other candidates who are less "biased" than he is. If, however, all
major candidates have accepted the biased policy in return for political
contributions, then the "political cost" of accepting the offer becomes
much cheaper, This is the case since the political choice is based on
the relative position of the candidate,' and a common position in one
of the policy's dimensions (even though it may be an important one) will

have a weaker effect on their relative ranking and their percentages

1 .

Formally, we can write the percentage of votes function (1)
of a given candidate to depend, not only on his position, but on the
position of alternative candidates as well,
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of votes.!

This analysis suggests that potential contributors may have an
incentive to contribute to all major candidates,z and that candidates
may have an incentive to form a joint policy with regard to "high

contribution" issues.

1V, Implications of the Analysis

One observed phenomena with regard to political contributions
is that leading candidates tend to attract more campaign contributions.
In particular, in the case of a clear lead, large contributors (or
political investors) tend to contribute mainly to the leading candidate,
This relationship can be interpreted as the candidates who attract the
voters are also able to attract: the contributions.® A similar argument
has led Penniman [4] and Winter [8] to conclude that campaign contri-
butions are not a major factor in the political system, since the
ability of a candidate to attract contributions depends on his ability
to attract the potential voters (in the public opinion polls and in the
elections),

Our model suggests that large contributors contribute more to a
leading candidate, not because they also "like" the candidate, but
rather as a result of a rational investment policy, Candidates with a

higher probability of winning also have a higher probability of being

11t may have some effect, however, since potential supporters of
the candidate may: (a) decide not to vote, (b) reduce their normal
contribution and the level of their support, (c) realize that their
candidate is not that different from the others, and shift their votes
to other candidates, The sum of these effects may be different for
different candidates.

2
Another reason which was suggested before, is risk aversion on
the part of the political investors,

3This interpretation also assumes the direction of causality.
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able to pay their specific political debts to the contributors. We
suggest, therefore, that the relevant purpose and impact of political
investment is not the election of an unpopular and less desired candidate,
but rather the adoption of a less desired policy by a leading and popular
candidate., We believe that what is relevant to the political system as
well as to the contributors, is the policy rather than the identity of
the elected officials, It is not a surprise, therefore, that contri-
butors spend more resources to change the policies of the leading
candidates than to increase the percentage of votes of "losing candidates'.

We emphasize, therefore, that the '"choice" of an already leading
candidate by contributors should not be regarded as a sign of the un-
importance of the contribution., The effects of contributions should be
more carefully analyzed by studying the policies of political leaders,
and their distribution of cost and benefits of the policies.

The results of this work depend clearly on its strong simplifying
assumptions, we hope, however, that the formal model of democracy with
contributions, may prove useful in understanding the present political

systems,
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