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Monopoly and soft budget constraint

Ilya R. Segal*

A benevolent government may decide to subsidize an unprofitable monopoly whose
profits do not capture all the social surplus from its production. Anticipating this, the
firm may underinvest in order to become unprofitable and extract state subsidies. The
resulting welfare loss may exceed by many times the deadweight cost of monopoly
pricing. Committing the firm to a price ceiling may soften its budget constraint and
thus reduce welfare. Competition can harden budget constraints in industries in which
free entry is socially excessive.

1. Introduction

® By 1993, the Russian economy was in a deep crisis. As prices were liberalized
and managers were granted more control over enterprises, many firms found production
unprofitable, and the government had to hand out huge subsidies to support them.
According to the World Bank (1993), explicit budgetary subsidies to industrial enter-
prises constituted 22% of GDP in 1992. In the same year, directed industrial credits
from the Central Bank of Russia, carrying highly negative real interest rates, cost the
equivalent of 21% of GDP. These subsidies were primarily financed by seignorage,
which not surprisingly resulted in an inflation of 20% per month.

A large part of the subsidies went to the military-industrial complex, which ac-
counts for a substantial share of Russian industry. When orders from the armed forces
collapsed, most factories did not rush to produce for the civilian market, and even when
they did, production turned out to be extremely inefficient.! In 1992 alone, the Russian
government allocated 42 billion rubles ($100 million) for conversion of the military
sector. The surprising part, however, is that not a ruble out of these subsidies went to
converting machinery or retraining workers (The Economist, 1993).

The present article attempts to explain this situation as an extreme manifestation
of the soft budget constraint (SBC) syndrome. The concept of SBC was introduced by
Kornai (1986), who defined it as a situation in which a loss-making firm can count on
a subsidy from the Center. Kornai discussed how SBC may lead to inefficient and
unprofitable production. However, although many consequences of SBC have long been
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! The Economist (1993) gives the example of a military factory producing ice-drills for winter fishermen
made of titanium (titanium welding is an extremely costly process). Small wonder that most of the military
enterprises turned out to be unprofitable.
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clear, only recently have its causes come under theoretical investigation. Dewatripont
and Maskin (1995), Schaffer (1989), and Schmidt (1996) have developed models in
which time-inconsistency of the Center lies at the heart of the SBC syndrome: if the
Center were able to credibly commit itself to not subsidize the firm ex post, the firm
would make more efficient ex ante decisions. Although there exist alternative expla-
nations of state subsidies, some of which are discussed in the next section, I believe
that in most cases time-inconsistency is an important part of the SBC story.

To tell the full story and draw normative conclusions, one must specify why the
Center has an ex post incentive to bail out the firm. When the Center is a benevolent
government, it wants to correct the ex post laissez-faire outcome only if some market
imperfection makes this outcome socially inefficient. In the model of Dewatripont and
Maskin (1995), firms face an imperfect credit market, which may make a government
subsidy ex post welfare improving. The present article instead follows Schmidt (1996)
in attributing the divergence between the firm’s profit-maximizing outcome and the
social objective to monopoly power.

A product-market monopoly that is unable to perfectly price discriminate does not
capture all the social surplus of production. Alternatively, a firm competing in the
output market could enjoy monopsony power in an input market. An important example
of such a monopsonized input is labor. Although a detailed description of the labor
market is beyond the scope of this article, I can list three reasons for the existence of
workers’ rents and quasi-rents. First, a firm may not be perfectly informed about in-
dividual workers’ reservation wages. Second, workers with relationship-specific human
capital may have some bargaining power in negotiating wages. Finally, worker rents
may be required to induce effort if the harshest punishment for poor performance is
dismissal (see, e.g., Shapiro and Stiglitz, 1984). These rents and quasi-rents are not
internalized by the firm in the same way that consumer surplus is not internalized by
a monopoly. In both cases, social surplus from production exceeds the firm’s profits,
and if technology exhibits increasing returns, production may be privately unprofitable
but socially desirable.

For this reason, a benevolent government may sometimes choose to bail out an
unprofitable firm. If the firm in question is a monopoly in the product market, the
intervention is justified by the social concern about output, whereas if it has monopsony
power over labor, the bailout is justified by the social concern about employment.
Although the intervention is socially beneficial ex post, the ex ante welfare conse-
quences may be disastrous. Anticipating a bailout, the firm may deliberately make its
product costly and unwanted by consumers. This would make the firm unprofitable and
its threat of shutdown credible. Using this threat, the firm can extract part of the social
surplus from the government in the form of state subsidies. Under some conditions,
the firm prefers this outcome to independent profitable production. When this happens,
social welfare suffers in two ways: through production inefficiency and through the
deadweight cost of financing state subsidies. I show that when the elasticity of the
demand for monopoly output (alternatively, elasticity of supply of monopsony input)
is low, the total welfare loss exceeds by many times the traditional welfare loss from
monopoly pricing.

The SBC syndrome may also have important political consequences. I show that
a monopolist facing SBC favors price controls and production quotas. Such measures
may raise the state subsidy it gets, while reducing the ex ante social welfare. Thus,
return to a command economy serves the interests of a monopolist facing a SBC, but
not the interests of society.

To demonstrate the role of monopoly power in the SBC syndrome, I show that
budget constraints are likely to harden when sufficiently many firms compete in the
industry. This happens because, as shown by Mankiw and Whinston (1986), free entry
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in homogeneous markets is likely to be socially excessive. When sufficiently many
firms compete in such a market, the social contribution of the least-efficient firm will
be negative. Such a firm would not be able to extract a state subsidy, and it would
have to become efficient to earn a positive profit. Therefore, in equilibrium all firms
will produce efficiently and will not receive state subsidies.

The rest of the article is organized as follows. Section 2 compares my analysis to
existing models of state subsidies. Section 3 develops a model of a monopoly’s soft
budget constraint. Section 4 investigates the role of competition in hardening budget
constraints. Section 5 concludes by discussing some implications of my analysis for
economic reforms in former socialist countries.

2. Other models of state subsidies

B Following Dewatripont and Maskin (1995) and Schmidt (1996), I model the SBC
syndrome as stemming from time-inconsistency of a benevolent government. I do this
to demonstrate that even a benevolent government’s intervention may be disastrous for
social welfare if the government lacks credibility.

Some studies of state subsidies have rejected the paradigm of benevolent govern-
ment in favor of a positive theory of government. The most notable study of this kind
is Becker (1983), which develops a theory of competition for subsidies among self-
interested pressure groups. These groups choose the levels of rent-seeking activity,
which determine transfers through an exogenously given (‘‘black-boxed’’) political in-
fluence function.? This contrasts with my approach, which explicitly models a particular
rent-seeking activity used by one pressure group—a monopolistic or oligopolistic in-
dustry—to exert economic pressure on the government (representing the population as
a whole).

Becker illustrates his theory with the example of the Chrysler Corporation’s bailout
by the U.S. government. In his view, the subsidies were caused by the large relation-
ship-specific human capital of Chrysler employees, as evidenced by their high wages.
According to Becker, this sunk investment reduces the short-run elasticity of supply
and lowers the deadweight cost of subsidies, thereby raising the equilibrium subsidy.

My analysis provides an alternative explanation for the softening of Chrysler’s
budget constraint. I think that the high wages of Chrysler’s workers indicate their
significant rents (or quasi-rents on the acquired relationship-specific human capital).
Due to these rents, unprofitable production was socially desirable, and the U.S. gov-
ernment subsidized Chrysler to prevent imminent liquidation. In other words, Chrysler
was subsidized not because the subsidies were socially cheap, but because not subsi-
dizing would lead to a shutdown, the high social cost of which was not internalized
by the corporation. Indeed, the threat of Chrysler’s bankruptcy was the primary moti-
vation for federal subsidies (see Reich and Donahue, 1985).3

3. Monopoly

B Basic model. For concreteness, I focus on a product-market monopoly with com-
petitively supplied inputs.* The demand for the firm’s output is given by a decreasing

2 A particular model of “malevolent” government has been studied by Shleifer and Vishny (1994). In
the model, a politician derives political benefits from excess employment and bribes a firm to increase
employment above the socially optimal level.

3 We leave it for others to speculate whether the possibility of this outcome had been anticipated by
Chrysler’s management and had adversely affected their effort, which had in itself pushed the company
toward bankruptcy.

4 This model could be translated one-to-one to the case of a firm that has monopsony power oyer one
of its inputs.



