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In the Rubble of Dlsasters

Politicians Find
Economic Incentives

By Molly D. Castelazo and Thomas A. Garrett

axpayers spend an average
of $3 billion each year to

help victims of natural disasters

rebuild their lives. The public
expects that the money the federal
government spends on disaster relief
goes to those people who need it
most and that the amount of disaster
relief doesn’t go beyond the actual
cost imposed by the natural disaster.
As with any compassionate public
policy—such as food stamps, welfare
and unemployment insurance—the
public has the right to expect that
elected officials carry out disaster
relief policies to improve social wel-
fare without regard to their own
political agendas and self-interests.
However, public choice, a disci-
pline that applies economic theory to
political science, demonstrates that
political agents behave just as private
agents do; that is, they act in their
self-interest and change their behav-
ior in response to economic incen-
tives. Recent studies applying this
doctrine to disaster relief reveal that
we may be paying for politicians to
build their political capital as well as
for families to rebuild their homes.

Private vs. Public Self-Interest

The private sector consists of firms
and consumers. A firm’s self-interested
goal is to maximize profit, and a con-
sumer’s goal is to maximize well-
being. A firm will produce the level of
output that maximizes its profit. Any
change in input prices or product
demand gives a firm an incentive to
change production levels. Consumers,
faced with certain prices and a fixed
budget, purchase various quantities of
goods and services that maximize
consumers well-being. Price or
income changes provide consumers
the incentive to change their bundle
of consumption goods.

Elected officials in the public sector
are also motivated by self-interests.
These include maximizing political
support, campaign contributions and,
ultimately, votes. As with private
agents, the fact that public actors are
motivated by self-interest does not
imply that they are not altruistic—
self-interested behavior is different
from selfish behavior. A firm that
earns profit provides a benefit to soci-
ety because the firm is producing
what society wants at the lowest cost
possible. For consumers, self-interest

can take shape as charity, concern for
others and a desire to increase public
welfare. Public actors often promote
policies such as unemployment com-
pensation, minimum wage legislation
and food stamps. These policies are
designed to improve people’s lives,
while at the same time the policies
increase the support that politicians
receive from those people who benefit
from such policies.

Private vs. Public Cost

Public officials can enact policies
that are in their self-interest without
regard to the social cost of such policy.
The primary reason political agents
can conduct such policy is that, unlike
private agents, political agents often
do not incur the cost of their deci-
sions. A firm will affect its profit when
it changes production levels or input
mix. Consumers who choose to con-
sume one good over another will
incur the opportunity cost of foregone
consumption. The actions of political
agents, however, are often hidden
from the public, thus allowing a dis-
connect between the cost and benefit
of any policy. In addition, the cost of
any policy is often spread across thou-

(0]

Rescuers walk past apartments dam-
aged in the Northridge, Calif., earth-
quake in 1994. Some families in the
area received federal aid they didn't
request. Others got payments for
damage too minor to be covered.

sands or millions of taxpayers, making
it unlikely that the cost per taxpayer
is high enough to incite taxpayers to
come together and oppose the policy.
These facts provide political agents an
incentive to conduct policy that pro-
vides benefits to them, but generates
excessive cost to society as a whole.
Such politically motivated deci-
sions are especially common where
regulation and strict guidelines are
absent. In support of this idea, one
public choice model suggests that the
executive branch behaves as an elec-
toral vote maximizer and that con-
gressional oversight committees
make sure that bureaucrats imple-
ment the policy preferences of legis-
lators on these oversight committees.
The idea is relatively simple: Because
legislators and the president have
budget and regulatory power over
bureaus, these bureaus will imple-
ment policies that are beneficial to
legislators and to the president.
Several studies have examined the
relationship between bureaus and
their overseers. One study shows that
IRS audit rates are lowest in states
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that are politically important in the next disaster payments were motivated by
presidential election, as well as in the political incentives rather than by need. Al
states whose congressional members This type of behavior is consistent ' é)gonﬁ Reksulak and Shughart IT

serve on IRS oversight committees.’
Another study finds that Federal Trade
Commission (FTC) case rulings are more
favorable in congressional districts hav-
ing representation on FTC oversight
committees.” By highlighting the moti-
vation behind public decisions, these
studies show that economic incentives
affect public decision-makers just as
they affect private actors.

Incentives and Disaster Relief

The Federal Emergency Management
Agency (FEMA) spent nearly $22 billion
on disaster relief between 1991 and 1999.
Sometimes, aid disbursement is not
motivated by need, however. For exam-
ple, on Feb. 3, 1994, the Los Angeles Times
reported that after the Northridge earth-
quake, FEMA had made thousands of
payments for $3,450 each to homeown-
ers who had not even requested the aid.’
Forbes later reported that FEMA distrib-
uted 6,590 payments to “families whose
homes were not even damaged enough
to be covered.”

Recent research has applied the public
choice model to disaster declaration and
aid allocation.” The process of disaster
declaration and aid disbursement is most

with current models of congressional
behavior and public choice theory, which
claim that congressional members, like
firms and consumers in the private sector,
are guided by incentives. As in the case
of presidential disaster declarations, aid
disbursement is only very loosely guided
by the Stafford Act, which stipulates that
disaster aid should be granted in cases
where the disaster “is of such severity
and magnitude that effective response is
beyond the capabilities of the state and
the affected local governments and that
federal assistance is necessary.” And the
act itself is loose—in fact, it specifically
prohibits using mathematical formulas to
determine appropriate aid amounts and
provides the president no strict criteria for
declaring a disaster.

Given the loose guidelines regarding
disaster declaration and appropriations,
these decisions are left to the discretion of
the president and FEMA officials, respec-
tively. The passage of the Stafford Act
was followed by nearly double the rate of
disaster declarations. They jumped from
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points: presidential disaster declaration
and FEMA appropriation of disaster aid.
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for disaster size, private insurance disas-
ter payments, state population and other
state effects. As shown in the table, the
studies found that those states with a
higher measure of electoral importance
had a higher rate of presidential disaster
declaration. The studies also found that
the mean rate of disaster declaration was
higher in election years compared to
non-election years.

The second question is whether states
having representation on FEMA over-
sight committees receive larger relief pay-
ments than states without representation.
Researchers concluded that for each leg-
islator a state had on a FEMA oversight
committee, that state received an addi-
tional $31 million in disaster aid each
year. As a result, the researchers calcu-
lated that nearly 45 percent of all FEMA
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25 a year between 1983 and 1988 to 41 a
year between 1989 and 1994.

Because of this connection between
the absence of strict guidelines directing
presidential disaster declarations and
excessive FEMA aid disbursement, it
makes sense that by strengthening the
guidelines for disaster declaration and aid
disbursement, we can alter the incentives
that the president and FEMA officials
face. As a result, we can better ensure
that tax dollars are used only in the pub-
lic’s best interest.

Molly D. Castelazo is a research analyst and

Thomas A. Garrett is a senior economist, both at
the Federal Reserve Bank of St. Louis.
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NOTE: Electoral importance is a
function of each state’s electoral
votes and the degree to which the
state has been a battle-ground state
(presidential re-election chance of
near 50% in the state) in the last 11
presidential elections. See Garrett
and Sobel (2003) for a complete
description. The largest amount of
aid is given to states like California
and Florida, with large numbers of
people and a disproportionately
large incidence of natural disasters.
To establish a causal relationship
between electoral importance and
disaster declaration, the impact of
electoral importance on disaster
declaration was evaluated by con-
trolling for disaster size, private
insurance payments, population
and other state effects.




