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THE SPECIAL INTEREST EFFECT

Increasing The Size, Scope, and Cost Of Government

What do subsidies for “green” energy, mandated
health insurance benefits, and quotas on imported sugar
all have in common? Most obviously, all three policies
generate a wealth transfer from the consumers in the af-
fected markets—energy, health insurance, and sugar—to
producers in those markets. With green energy, it is from
electricity ratepayers to solar and wind power producers.
With mandated health insurance benefits, it is from insur-
ance customers to the providers of the mandated benefits:
chiropractors, marriage counselors, etc. And with sugar
quotas, it’s obviously from those who consume sugared
products to those who provide the sweeteners — which
could be sugar cane but are just as likely to be corn farm-
ers, for example, because the No. 1 substitute for cane
sugar is corn syrup. But beyond the fact that they result in
the transfer of wealth from some sectors of the economy to
others, which is typical of legislation and regulation, these
three programs are all examples of what economists from
the Public Choice school of economics have labeled “the
special interest effect.”!

Public Choice economics and the
special interest effect

What distinguishes Public Choice economists is not so
much their approach to economics but the subject matter of
their inquiry. Public Choice economists examine political
decision-making, as opposed to market decision-making,
which is the typical subject matter of economics. What
distinguishes them from more traditional political scien-
tists 1s that they pursue their analysis of government and
politics using the analytical tools of economics. In partic-
ular, they analyze how economic incentives, i.e., the costs
and benefits facing political decision-makers (legislators,
voters, and bureaucrats), impact political outcomes.

The special interest effect focuses on the relationship
between legislators and interest groups and is invoked to
explain why, over time, the legislative process will tend to
generate more expansive government. It goes beyond the
widely recognized fact that legislation gives rise to wealth
transfers from some groups to others and looks at how the
benefits and costs of these transfers are distributed. The
distribution of costs and benefits gives rise to special inter-
est coalitions that impact the legislative process.
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Noted Public Choice economist James Gwartney de-
scribes the effect as follows:

There will be a strong tendency for politicians to
support positions favored by well-organized, easily
identifiable special interest groups. When the cost of
special interest legislation is spread widely among the
voting populace, most non-special interest voters will
largely ignore the issue. ... In contrast, special interest
voters...will let candidates (and legislators) know how
strongly they feel about the issue. ... Given the intensity
of special interest voters and the apathy of other voters,
politicians will be led as if by an “invisible hand” to
promote the positions of special interests.”

In other words, most legislation has “concentrated
beneficiaries and diffused cost bearers,” i.e., the bene-
fits are heavily concentrated on a few while the costs are
spread thinly throughout the population. This distinc-
tion between those who benefit and those who bear the
cost creates a divergence in incentives. Those who receive
the benefits will have a great deal to gain, on an individ-
ual basis, and therefore they will be more likely to come
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One way to ameliorate the special
interest effect is to craft legislation with
both concentrated beneficiaries and
concentrated cost-bearers. This way
special interests are pitted against each
other in the legislative process.

together to lobby and devote resources to make sure that
favorable legislation is passed or unfavorable legislation is
thwarted. In other words, the costs of organizing legisla-
tive pressure groups are low relative to the benefits that
can be gained through such organizing.’ Because of their
common interest in seeing to it that particular legislation
is passed, members and potential contributors to these
groups are relatively easy to identify and organize. These
could be individuals, companies, or entire industries.

As noted, those who bear the costs of most legislation
face entirely different incentives. While the total costs are
likely to be high, they will be barely felt by individual citi-
zens because their numbers are so large. As a result, those
who pay the price have little or no incentive to organize
in opposition to the legislation. Furthermore, they are not
likely to be united in a common interest. They will rep-
resent workers and taxpayers from across the economic
spectrum. Ultimately, most people will not even know that
the issue exists.

Because of the way that the costs and benefits are
broken down, a small number of special interest groups
can exert intense, focused pressure on the political pro-
cess, thwarting what is, in fact, the general interest.

The special interest effect in action:
"green” energy

Subsidies for so-called “green” energy, which come in
the form of tax incentives, direct payments, and mandates
to purchase wind and solar power, known as renewable
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portfolio standards, provide massive benefits to particu-
lar companies and represent a textbook example of the
special interest effect. Subsidies provided to renewable
forms of energy like solar and wind power are so import-
ant that these industries would likely disappear if they
were repealed. Hence, the renewable energy industry is
one of the best-funded and powerful lobbies walking the
halls of state legislatures and the U.S. Congress. For sev-
eral years now, attempts to eliminate or even scale back
North Carolina’s Renewable Energy and Energy Effi-
ciency Portfolio Standard (REPS), which mandates the
purchase of renewable energy, have been met with intense
resistance from the North Carolina Sustainable Energy
Association. This is the renewable energy industry’s larg-
est legislative pressure group. They have hired dozens of
lobbyists whose purpose is to, as they put it, “drive policy
and market development” with the goal of “benefit[ing]
all of its stakeholders.”*

For much of the renewable energy industry, govern-
ment subsidies are a question of existence. The costs to
any rate-paying family, however, is very small and indeed
almost unnoticeable. For example, North Carolina’s
REPS can, by law, cost individual families no more than
$36 a year or about $2 to $3 a month. At the federal level,
there are tens of billions of dollars going into subsidizing
solar power.” But in terms of any single household tax
bill, the amount is negligible. In fact, since at the margin
these subsidies are funded with borrowed money, these
subsidies have the appearance of being free. So, while the
subsidies may be costing ratepayers billions of dollars in
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the aggregate, the individual costs are so small that it is in
no one’s interest to incur the costs of organizing against
them. At the same time, highly paid lobbyists for the solar
and wind power industries flood the halls of state legisla-
tures and Congress, putting pressure on representatives to
keep the subsidies in place or even expand them.

The special interest effect in action:
health insurance mandates

The state of North Carolina has 56 health insurance
benefits that must be covered if a company is to sell poli-
cies in the state. (It should be noted that large companies
that self-insure, including the state, are exempt from these
mandates.) Obviously, if you are a health care profes-
sional, having it mandated that the service you provide
must be covered by all insurance policies is a huge benefit.
When insurance, rather than the individual, is paying for
a service, the patient is less likely to consider costs when
using a service, and therefore the service provider can
charge more. Also, when third-party payment is guaran-
teed by all insurance policies, the number of patients likely
to use the service is expanded.

On the other hand, these costs are spread widely across
all policyholders, including both those who may value the
coverage a great deal and those who may not value it all.
For example, it doesn’t matter that a policyholder has no
interest in using chiropractic services; they are forced to
pay for a policy that includes payments to chiropractors.
The same is true for a woman who is past child-bearing
years but is forced to pay for a policy that covers pregnan-
cies and prenatal care. The added costs of covering any
one of these services and many others, for a policyholder,
is likely to be very small, maybe a few dollars out of thou-
sands a year in premiums. Indeed, for the vast majority of
those covered by health insurance who receive their insur-
ance through their employer, the costs are not seen at all.
On the other hand, the concentrated benefits to particu-
lar health care providers, incentivizes them to organize,
lobby, and pressure legislators to ensure that their partic-
ular service is included in the list of mandated benefits.

The special interest effect in action:
the sugar quota

At the federal level, one of the most often cited ex-
amples of the special interest effect is the sugar quota
program, which places a cap on the amount of sugar that
can be imported from other countries. These supply re-
strictions generate well over $1 billion a year in benefits
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to U.S. sugar and sugar substitute producers.® This would
include corn farmers, as corn syrup has become an im-
portant sweetener primarily because of the quotas.
Commensurate with these benefits, sugar cane and beet
farmers contribute “33 percent of crop industries’ total
campaign donations and 40 percent of crop industries’
total lobbying expenditures.” This is despite the fact that
they make up about 1 percent of total value of livestock
and crop production.’

Sugar and sugar substitutes are found in all kinds of
products from cakes and candies to ketchup, pickles, and
salad dressings. But the costs of providing these benefits
are spread over many millions of sugar consumers, raising
the price of products using sugar by only a tiny amount. In
the U.S., the cost of a pound of sugar is increased by only
about 6 cents to consumers, which might add up to a few
dollars a year depending on how much sugar is consumed.
On the other hand, a sugar farm in the U.S. reaps the
reward of about $31,000 annually. This is the perfect sce-
nario for special interests. A few powerful lobbyists, mostly
representing corn and sugar growers, control the policy
while the masses have no idea that it even exists. And even
if they did, there is no incentive to do anything about it.

Is there a solution?

One way to ameliorate the special interest effect is to
craft legislation with both concentrated beneficiaries and
concentrated cost-bearers. This way special interests are
pitted against each other in the legislative process. For ex-
ample, a rule might be instituted requiring that increased
subsidies for one group would always have to be offset with
reduced subsidies for another. So, if solar and wind power
subsidies are increased, then the subsidy for another in-
dustry — for example film production — would have to be
reduced. Or, if a new health insurance mandate is added
to the list, an existing mandate would have to be elimi-
nated. The point is that concentrated beneficiaries need
to be offset by concentrated cost-bearers if the tide of ev-
er-expansive government is to be stemmed.

Ultimately, though, the same special interests that
line up to promote their favored policies will oppose any
attempts to reform the system. What this means is that
legislators have to begin seeing the process for what it is
and resist the incentives that they face in terms of gather-
ing campaign contributions and getting re-elected. This
not only takes willpower and a strong ethical compass, but
also an ability to communicate what is occurring to their
constituents. Politicians who are up to this challenge are a
rare breed indeed.
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