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1 Introduction

Financial reporting regulation impacts upon thd ezmnomy through the use of accounting
information in contracts, for market valuation, and other channels. Those best informed
about the economic effects of proposed new regylateasures tend to be those affected.
Regulators therefore have to rely on the infornmatpyovided by interested parties. The
present paper uses a simple game-theoretic mod®idlyse the incentives to provide such
information or withhold it. The main finding is thaven if policy-makers are completely

neutral and treat any evidence received impartitiigir ex ante leanings are important
determinants of stakeholder participation in actiognregulation. This implies that the

political environment of accounting regulation reest and suggests that results of lobbying
studies in accounting standard setting in the natioAnglo-Saxon) contexts do not

necessarily carry over to the international arena.

Financial reporting regulation consists of both #etting of accounting standards and the
establishment of mechanisms designed to ensur¢hibse standards are consistently applied.
In the United States, the legislator mandated #mifties and Exchange Commission (SEC)
with these tasks and the SEC in turn delegatedigin to set standards to a private sector
organisation, the Financial Accounting StandardarBqFASB). In the European Union, a
2002 act known as the IAS regulation (regulation ED6/2002) stipulates that publicly

traded companies apply standards developed byitembtional Accounting Standards Board
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(IASB) and endorsed by the EU. The same act regjuirember states to take appropriate

measures to ensure compliance with these standards.

Both the FASB and the IASB follow a standard settprocess that relies heavily on
information given by external parties. Similarljzet SEC, the European Commission, and
other public organisms involved in accounting regjoh invite public participation to
determine economic consequences of proposed regukattions: For instance the European
Parliament required the European Commission toyaaut an effect study of the impact of
IFRS 8 Operating Segments before agreeing to aoreswhent of that particular standard.
The Commission now routinely carries out such asseats which actively seek input from a

broad range of constituents, incl. preparers, useditors, standard setters, and academics.

The reliance on information given by parties akelcby the proposed regulation of course
raises an interesting question about the incentivgsrovide or withhold such information.
Evidence about supposed economic effects may tseg@am to public officials when it suits
the possessor’s private objectives and held babkreise. On the other hand, refusal to
provide information, especially by an actor knowmn lde otherwise forthcoming may be
interpreted as the information being such that dbtor would like to conceal it. In this
respect, not providing any information is informvatias well. This train of thought is formally
analysed in a model where an official seeks inputrder to make a public policy decision. In
the accounting regulatory context this can be thoofas setting the level of enforcement or
the level of discretion allowed in making reportirgpoices. There are two potential
information providers with opposing preferencesy. Efinancial statement users may prefer
very strict enforcement in order to obtain relialaled comparable financial information
whereas preparers would prefer light regulatiowvitgathem some reporting flexibility. The
official may be uncertain about the compliance €astused by the enforcement actions. The
preparers in this case would want her to beliewa they are high in order to induce the
policy setter to set enforcement level low and tisers vice versa. The official is also
uncertain whether the potential information provédéndeed possess the information but

1 A discussion of the political and legal contettamcounting standard setting can be found in Fleck

(2008) and Koenigsgruber (2009). The standard rsetthue process approach is described on their
respective websites, http://www.fasb.org/facts/gmecess.shtml and http://www.iasb.org/About+Us/
How+we-+develop+standards/How+we+develop+standards.h

So called effect studies are published on the i@@sion’s website: http://ec.europa.eu/internal_kegir
accounting/news/index_en.htm.
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knows that can procure it at some cost. If sheotspnovided the information she rationally
interprets this failure to deliver information as canscious decision and revises her

expectations accordingly.

Analysis of the model reveals that information pstn strategy chosen by informed actors
depends on the official’'s ex ante beliefs. To cwndi the example presented above, if the
official interprets absence of information as iradiee of the real costs of compliance being
low then users will have little incentive to expearegources in order to find out the true costs.
Preparers, on the other hand, in that case “caeyburden of proof”, i.e. they must incur
costs of information acquisition in order to corognthe official of their case. The official’s
ex ante beliefs in this respect can be interpratetier having leanings towards one group of
actors. As an example, the European Parliamentrezhan effect study of IFRS 8 Operating
Segments before giving its assent to the standeirgbendorsed in the EU whereas other
organisations involved in the process, such as EFR#ad assented without such a study.
One interpretation consistent with this evidencethat EFRAG may be closer to the
accounting profession than the European Parliamenthis sense, the political context of
reporting regulation matters and this context igeqdifferent between the United States and
the European Union, even though the respectivelatdrsetters are very similar. The analysis
presented therefore suggests that participatiamenaccounting regulatory process may be
quite different between the two jurisdictions evieihe underlying economics are not.

The paper contributes to the literature by attifiyita more active role to the recipient of
lobbying. The extensive literature on lobbying e tcontext of accounting standard setting
generally neglects this aspect by assuming thdityiolg somehow influences the probability
of one standard setting outcome being preferred akernatives by the standard setter. The
model presented here opens the black box and &satiie effects of assuming a rational
interpretation of an actor renouncing to providmimation on the part of the public policy
official. This extension allows incorporating diféamt political contexts in the analysis. The
paper also integrates the separate strands ofrcbsea corporate political strategy and

accounting lobbying research.

The remainder of the work is organized as follo®sction 2 presents related literature on
lobbying in accounting regulation and corporateitpall strategy. The following section
introduces and analyses a game-theoretic modehefirtformation-provision (lobbying)
process. Section 4 discusses the results and c@sclu



2 Related Literature

2.1 Lobbying Research in Accounting

A substantive literature on lobbying of the accinmistandard setter has developed over the
last three decades. Most of this literature cossidtempirical studies from either the US,
Great Britain or Australid.These studies hypothesize that incentives to Idbbgr against a
particular draft standard stem from compensatiartracts or debt contracts written in terms
of accounting numbers; expected capital marketti@ato financial reporting numbers; and
political costs. They usually test for associatibesveen hypothesized incentives to influence
an accounting standard and observed lobbying betain the form of comment letters sent
to the standard setter. Deakin (1989) shows thatagement compensation schemes had an
impact on the decision to write a comment letteadPASB exposure draft for an accounting
standard on exploration cost in the oil and gasistry. Feroz and Hagerman (1990) examine
corporate positions on a proposed FASB standarBesearch and Development. They find
that managers compensated by accounting based sesHebbied against the exposure draft
while managers compensated by market based schehniesd for it. MacArthur and Groves
(1993), on the other hand, use data from 20 prapBsiish accounting standards and find no
significant association between executive compensaschemes and observed lobbying

behaviour.

Dhaliwal (1982) examines corporate submissions @moposed FASB standard on interest
cost and finds that companies with higher leveragposed provisions that would lead to
lower reported income. Georgiou (2005) also fiadsassociation between observed lobbying
and expected costs from debt covenant violatiorafeample of forty documents (discussion
papers, exposure drafts, working papers and sleissued by the British ASB. Schalow

(1995) found no statistically significant asso@atibetween leverage and lobbying position
on a FASB exposure draft on postretirement benelitorgiou and Roberts (2004, p. 442)
conclude that research results on contractual thanfor lobbying are inconclusive. This

may be explained by the fact that private actokehacentives to quickly adapt contracts to
changes in the underlying accounting rules, thusirdshing incentives to influence these

rules in the first place (Watts and Zimmerman, 978

¥ Among the rare studies examining data from therirational standard setter are Kenny and Lars883)]

Guenther and Hussein (1995) and Larson (1997).onhestudy from the period since the IASB’s stamidar
had become mandatory in the European Union is RecyNoelke (2005).
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Empirical studies suggest that the capital markatards continuity in reported profits and
companies smooth earnings in order to achievedbjctive (e.g., Burgstahler and Dichev,
1997; Burgstahler and Eames, 2003; Degeorge et18B9). Managers view earnings
management in order to smooth reported earningsgagmate (Bergstresser and Philippon,
2006). However, the public disclosure of an SEComrment action lead to significantly
increased capital costs (Dechow et al., 1996). idarsathus arguably have a preference for
accounting standards that allow reporting of smoptbfits. Ang et al. (2000) analyse
responses to a planned standard on superannuatiefits and find that volatility of reported
income was a major concern. European banks voioegiths concerns when arguing against
endorsement of IAS 39 by the European Union (Dewind Russell, 2008).

A final reason for lobbying in accounting standaetting put forth in the literature are
political costs. These are costs that are diremtlindirectly caused by the political process.
For instance, reporting high income in times ofhhigflation may lead to calls for public
price regulation. Empirical studies show that felgpelitical consequences lead companies to
manage earnings downward in order to report lowitsrcE.g., Han and Wang (1998) show
that oil companies reported deliberately low incodoeing the 1990 Gulf crisis. Watts and
Zimmerman (1978) argue that political costs are rtten driver of corporate lobbying on
accounting standards. They test their hypothesil somment letters sent in response to a
FASB exposure draft on inflation accounting anddfithe results consistent with their
explanatiorf. Sutton (1998) uses data from a comparable Britisft standard and shows that
firms at risk of government investigation are mékely to support an income-decreasing

standard.

Studies such as those cited above have been stb@tatique because of their methodology.
Comment letters are but one means of lobbying ahdewheir easy availability is an
advantage for researchers this very same obsdtyabihy induce managers to choose
different means of lobbying if they wish to concéadir intentions. Chung (1999) establishes
a formal model of lobbying against proposed stagland shows that incentives to lobby are
different when lobbying is observable. Georgiou0@20uses an anonymous survey and finds

that the use of other, less observable means bfjiog are highly correlated with the use of

*  McKee et al. (1984) replicate their test withaager sample and find that the results are lesstitally

significant.
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comment letters. He concludes that comment letters good proxy for a company’s overall

lobbying position.

2.2 Analytical Modelsin Lobbying Research on Accounting | ssues

While a large majority of studies on lobbying in@tounting context is empirical, a number
of papers have used economic models in order &bkt a theoretical basis for such studies.
Amershi et al. (1982) draw on the preference agugieqg literature and conclude that rational
political behaviour appears to be qualitatively felént in a single-period than in a
multiperiod model. They are thus concerned thatsihgle-item approach taken by most of
the empirical literature is misleading. Sutton (4P&pplies a Downsian voting model to
accounting standard setting and predicts that meduof financial statements are more likely
to lobby than users; large producers are more \ikel lobby than small ones; and
undiversified producers are more likely to lobbgridiversified producers. In a similar vein,
Lindahl (1987) uses Olson’s theory of collectiveti@t to derive insights into how
institutional characteristics of industries and #oeounting profession encourage or inhibit
joint action. Koenigsgruber (2009) argues that thiving force of political lobbying in
accounting standard setting is the presence ofigaliveto players. He concludes that since
there are more political actors with individual wgtowers over standards in Europe than in
the U.S. lobbying is more likely to be addressedatms a political body in the European
Union. The approach closest to the present papeken by Chung (1999). He analyses the
involuntary revelation of private information thigiu the act of lobbying. Using a game-
theoretic model he shows that the informationakeffcan have a significant impact on
management’s lobbying decision. Because of thisceffmanagement may act strategically

and refrain from lobbying or lobby even thougktsiindifferent between outcomes.

2.3 Lobbying on Accounting I ssues as Part of Corporate Political Strategy

A different strand of literature situates lobbyiog accounting issues as a part of a broader
corporate political strategy. Firms’ decisions esxbme politically active is influenced by the
attractiveness of the political market, determibgdcompetition in the market and costs and
benefits of the issues involved (Bonardi et al.020 Hillman and Hitt (1999) present a
decision tree of strategy formulation in the poétiarena. On a general level they distinguish
between a transactional approach where firms neachportant public policy issues and a
relational approach of firms pursuing a long tetnategy rather than acting on an issue-by-
issue basis. Researchers have come to realizahttvat are usually a number of potential
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recipients of lobbying for any given issue. Fortamee, in regulatory matters an interested
party might address the regulator directly, a paltbody overseeing the regulator, or the
court system. It then becomes a relevant questibonwto lobby. One of the main
conclusions from this literature is the insight ttledfective corporate political activity is
highly context-specific. Nonmarket strategies muesttailored to the institution in which the

relevant policy is being set (Baron, 2001).

Holburn and Vanden Bergh (2004, 2007) argue thatsfiwill target their resources at the
“pivotal” institution in the policy-making proces§or instance, in a certain policy field a
regulatory agency may be charged with defininggylHowever, its decision can always be
overruled by law which implicates the legislatodgotentially the executive. Which actor is
pivotal in this process, i.e. a change of whosecpagbreferences will lead to a change in
equilibrium outcome, depends on the concrete stmakKoenigsgruber (2009) applies their
reasoning to the international accounting contexd argues that the political context of
standard setting implies that directing lobbyingvéods a political actor rather than the
standard setter will be more attractive in the Besn Union than in the United States.

Zeff (1978, 1993, 2002, 2006) in a series of atgbrovides an extensive collection of case
studies of political interference in accountingnskard setting. Two recent studies take
advantage of the availability of comprehensive blasas of political campaign contributions
in the United States and test for associations é@tvwaccounting incentives for lobbying and
actual donations. Johnston and Jones (2006) deratm&t significant correlation between
lobbying expenditures and incentives to influenceumber of contemporary accounting
standards. Ramanna (2008) finds that the congressspe opposed to the FASB'’s original
proposal on goodwill accounting can be linked —ngspolitical contributions — to firms

opposed to that proposal.

2.4 Information in Public Policy Making

Officials charged with setting public policy oftdack the necessary information to make
informed decisions. Whether their emphasis lieseahancing social welfare (the public
interest hypothesis) or on securing support amdmg tconstituencies (the interest group
hypothesis) they can improve their decision-makingobtaining additional information.

Advice can reduce uncertainty but may be costlplitain and is subject to bias (Calvert,
1985). Legislators can delegate authority to spieed agencies with more specific

knowledge about the issues at hand. However, ingdso, they trade off an improvement in
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the information available for decision making wétHoss of control over the decision (Sloof,
2000). Legislators can choose the amount of diseréhey grant to a subordinate agency and
on the means of oversight they exercise (Bawn 19987). They define the scope of
delegation and the instruments available to thexagas well as the institutional setting and
rules of procedure the agency has to follow (McGudp1985). Ferejohn and Shipan (1990)
distinguish between statutory policy-making whére agency only carries out a policy which
is in substance decided by the law-makers and ggawlicy making under which the agency
also take substantive decisions. In the UnitedeStatontrol over agencies is shared by the
President and Congress, with neither achieving dohaination (Rourke, 1993). Hammond
and Knott (1996) find conditions under which thgukatory agency will have considerable
autonomy and establish that control over the ageseplly cannot be attributed entirely to
either Congress or the President. Given that agsenaften have a choice among policy
instruments for any substantive decision they ¢aose this instrument strategically in order
to minimize the probability that an oversight boolya court will overrule it (Spiller and
Tiller, 1999). In the context of international aaotings standard setting, Koenigsgruber
(2009) argues that internal fractions in the IASE aise the threat of a subsequent non-

endorsement of a standard by the European Uniorder to gain leverage.

Starting with McCubbins and Schwartz (1984) sclelhave noted that in addition to
proactive forms of agency oversight legislator natgo adopt a reactive and less centralized
stance and enable citizens and interest groupgamiae administrative decisions and seek
remedies from agencies, courts, and the legislatesif. In response to such “fire-alarm”
signals legislators may initiate oversight actesti(Hopenhayn and Lohmann, 1996). Such
“fire-alarm” oversight works best in the presen¢emultiple interest groups since competing

groups will provide most information at low costlégislators (de Figueiredo et al., 1999).

Hillman and Hitt (1999) note that on a tacticaldefirms have two primary means of eliciting

a desired action from policy-makers: informatioroypsion and direct incentives such as
campaign contributions. From a research perspectaralyses of lobbying through

information provision are usually grounded in thesrof incomplete information whereas
analyses of resource provision are generally stugiethe context of complete information

(Baron, 2001). Direct incentives can be furtheitspto financial incentives and constituency
building strategies. These three strategies cooresgo the three goods of exchange in
political markets: information, money and voteslifHan et al., 2004).



The majority of research on the political influermieinterest groups focuses on the role of
money (de Figueiredo, 2002). However, the attenbeimg paid to corporate contributions to
political action committees (PAC) may be exaggetass firms allocate far more resources to
lobbying than to PAC contributions (Milyo et al.0@). Wright (1990) concludes that
lobbying, not monetary contributions, influencediggodecisions. More recent research paints
a more nuanced picture. Using newly available datasolabehere et al. (2002) find a
stronger connection between lobbying and campammtributions than previous studies.
They also show that groups that spend large amamt®bbying allocate their campaign
contributions differently than groups that do n®his is consistent with lobbyists paying
monetary contributions in order to gain access tpoacy-maker and provide her with
information (Lohmann, 1995). Bouwen (2002, 2004204b) argues that interest groups can
gain access by providing “access goods”. In theopean Union with its understaffed
political institutions, information in itself is aaccess good. In a series of semi-structured
interviews, Bouwen (2004b) documents that, consitaevith the access goods hypothesis,
Members of the European Parliament prefer to talkepresentative organizations because
they have the best information about their constities’ domestic and European interest.
However, information provision can be used strai@fy. Bennedsen and Feldmann (2006)
conjecture that since not providing information wheis available is a signal in itself, being
known to possess the information creates an edigrias it raises the cost of “bribing” the

decision maker ex post.

3 The Model

A public policy decision maker can improve her dem making by acquiring additional
knowledge about the subject matter at hand. Siheedses not have sufficient resources to
carry out research she has to rely on input givemterested parties. A motivating example
might be the effect studies carried out by the Ream Union before deciding on the
endorsement of a new standard promulgated by tl&BIAConsistent with practitioners’
claims it is assumed that there are high costepatation if false information is given. These
costs are sufficiently high to prevent lying by byists> However, depending on which
communication strategy seems advantageous to thaeterested parties possessing
information can decide to pass it on or not. Tregeetwo lobbyistsA andB whose economic

® See Baron and Besanko (1984) for a formal armlg$iincentives for information sharing between a

lobbyist and a regulator in a continuing relatiapsh
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wellbeing is dependent on the ultimate decisionth&f policy maker. They thus have an

incentive to influence the official’'s beliefs.

Assume furthermore that the official does not knawth certainty whether the potential
lobbyists possess the information she requires.|dbieyists know whether they possess the
informationy (or, equivalently, can acquire it without cost)ibthey have to acquire it at a
cost. Information procurement has option value beeaafter observing the outcome the
lobbyist can decide whether to pass on the infaonadr not. The sequence of actions in this

game is presented in the following decision tree:

Lobbyist does Lobbyist Lobbyist
not possess procures discloses .
information information —_information

Lokbyist does

Ist does not didclose
Lobbyist re informati
: ) "
possesses informatio
information

Lobbyist do
not disclose

discloses
information

Figure 1: Decision tree

To allow for numerical solution, assume the follogi the relevant information can be
represented by a single-dimensional variagbtistributed uniformly between zero and unity,
¥ ~ U[0, 1]° This distribution is common knowledg&'s utility is linearly increasing in the

policy decision maker’'s belief about the underlyimgriable. ConverselyB’s utility is

®  This modelling of information disclosure in theepence of uncertainty about information possession

based upon Jung and Kwon (1988). We follow a sifieplirendering proposed in Wagenhofer and Ewert
(2007).
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linearly decreasing in the policy decision makdy&dief about the underlying variable. E.qg.,
financial statement preparers may wish to retagxifility of reporting and they would
therefore like to convince the official of high te®f compliance with a proposed regulation
in order to minimize the probability that it getdopted. Financial statement users have
opposite preferences and would want to convinceoffieial of low costs of compliance so
that the regulation passes. One can imagine sicvlaflicting interests between preparers and
auditors, etc. If the potential lobbyists do nosgess the informatioynthey can acquire it a

costCa andCg respectively. The lobbyists’ utility can be repnetsel by

1) UAZE[y]_kA[CA

(2) UB:_E[y]_kBl:CB

where E[y] denotes the public policy official’'s expectatiofiseliefs) abouty. ka and kg
respectively are dummy variables taking a valuerofy if the respective lobbyists incur the
costs of information acquisition and zero otherwielving the game by backward induction
we start with the lobbyists’ information disclosutecision. Since they cannot manipulate the
information but only disclose it truthfully discloe implies a revision of the official’'s
expectations abowtin the following form:

3) E[y|D]=y

where D stands for information disclosure. When decidimgtbeir information provision
strategy lobbyists thus compare what they believaetthe policy maker’s expectations in the
absence of information with their information Note that at this point any costs of

information procurement are sunk and do not ehieahalysis.

(4) Uz =maxE[ YNy}

(5) U post= max{ —E[ y| N] - 3}

The caret symbolizes the lobbyists’ conjecturesugltioe official’'s expectationd\ denotes
the non-disclosure of information to the policy reakf the official is not provided with any

" Former FASB chairman Marshall Amstrong (1977)testathat many respondents to FASB discussion

memoranda argue from a vested interest in diveo$ipractice and flexibility of measurement.
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information she rationally concludes that eithen&of the two lobbyists possesses the
information (nor acquired it) or that only one bem is in possession of the information but
prefers to conceal it. Note that if both lobbyikt®w y one of them always weakly prefers to
reveal it. The official thus rationally revises hetpectations by weighting each of the three
possibilities (neither lobbyist knows A knowsy and conceals iB knowsy and conceals it)
with its respective probability. It follows from eéhassumption aboyts uniform distribution
between zero and unity that the probability of thee informationy being revealed to lie

below the policy maker’s expectations are justéhegectations:

(6) Pr(y<E[y/N]=H y N

The ex ante expected valueyak of course 2. Sinck (B) will not reveal his information if it
lies below (abovef][ y| N] the expected value of information whiéh (B) decides not to
reveal is Y&[ y| N] (%2 + ¥E[ y| N]). In the absence of information, the official #wevises her
expectations aboytin a Bayesian manner given conjectured probadslig and ¢ that the

lobbyists individually do not know. Applying (6) this yields
E[YIN]=

(7) 0 i3, B+ (1= ) CE[ y| N] g, ] Y NJ+ 0, 0) f = y N|) o 2 € W)
2.0 +(1-0,) E[YIN] B, + 0. 1{1- ) f 1= E] y N

Note that this formulation implies the case in whtbere is only one potential lobbyist (i.e.
all lobbyists agree in their objective). In thaseeeitherg, or ¢ equals one, i.e. potential
opponents are certain not to possess the informgti®erfect Bayesian Equilibrium in the
disclosure subgame requires three conditions td: Ha) the two lobbyists rationally decide
whether to disclose the information if they possigsdased on a conjecture about the
official’s interpretation of non-disclosure. Thisrdition is reflected in (4) and (5). (b) The
official revises her expectations in a Bayesian meani.e. (7). (¢c) The lobbyists’ conjectures

concerning the official’s interpretation of non-tssure are correct:

(8) E[yIN]=E[ YN

(4) — (8) yield Lemma 1:

12



Lemma 1: In equilibrium the public policy official will reige her expectations following

non-disclosure of to E[ Y| N|= ‘/7 If in possession of the information, lobbyist

NeNry

will revealy if it is above that value, while lobbyiBtwill reveal it if it is below.

Lemma 1 establishes the outcome of the informatiatiosure subgame. Note that in
equilibrium the official’'s expectation abowutincreases irg and decreases . Both actors
would prefer the official to consider the likelirsbthat they themselves knomto be as small

as possible. At the same time they would each ptéfe official to consider the likelihood
that the respective other lobbyist knows the infation to be as high as possible. The reason
for this result is that if the official thinks itevy likely that one lobbyist possesses the
information she interprets failure by that actomptovide it as indicative of the value of the
information being detrimental to that lobbyist'starests and revises her expectations
accordingly. The lobbyist then carries the “burdéproof” and has to (acquire and) disclose

the information in order to avoid a bad outcome.

The lobbyists can anticipate the outcome of thelakstce subgame when deciding on their
information acquisition strategy. (1) and (2) impilyat the lobbyists will procure the
information if the expected benefits from doing@dweigh the costs. In order to calculate
expected benefits of information procurement thagetinto account its option value: if they
obtain the information they can subsequently decidwether to pass it on or not. The
expected benefit of information procurement thesults from multiplying the probability that
the information received is “better” (from the iadiual lobbyist’'s point of view) than the
official’s expectations in the absence of inforraatwith the difference between the official’'s
expectations without information and expected vallig if y lies in the range where the
lobbyist will disclose it. The lobbyist&n and B will acquire the information under the

respective conditions

@ Pr(y=E[yN])oE 2 B yN|+(1-P( 2 E Y W)TE Iy I & [Elv]

-Pr(y<E[y N])me[ Y E ¥ @}-
(-Pr(y E[yIN]))CE y NI- =€ ¢ 8

(10)
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Using (6), (8) and Lemma 1, (9) and (10) can berretilated:

) [1ﬁ}+yﬁﬁﬁ“ﬁﬁﬁ]c%

_ Ja N | [ e VO oo NP
12) _@\f@m{”-@fﬁj {1 MTJ@]DM?@ = Mfﬁs

The uniform distribution o between zero and unity implies then

Jo. J
(13) v 1-—NA | >C,
[ Jo. e

(14) v YA | >C,
[Wu@

Let pa andpg denote the ex ante probability that the lobbyistividually are not endowed
with the informationy. Note that the relation betwepgr andpg respectively anda and ¢ is
straightforward. Analysing only equilibria in purgormation procurement strategieg,= pa
(@ = pe) if the official believes that the lobbyists dotnacur the costs of information
acquisition. On the other hangp = 0 (@ = 0) if she believes that they do acquire the
information. Equilibrium requires the official’'s octures about lobbyists’ information
procurement strategies to be correct. That isrdermofor information procurement by either
actor to be an equilibrium strategy, (13) and (®$pectively must hold givegy =0 (¢ = 0).
Conversely, renouncing to procure the informatiorequilibrium requires that (13) and (14)
respectively must not be fulfilled fam = pa (@& =ps). (4), (5), (8) and Lemma 1 imply that if
either lobbyist possesses the information withasety, full information disclosure results
(see Milgrom, 1981). This in turn impacts upon tteer lobbyist’'s incentives to expend

resources to acquire the information in the fitate.

Note that if both lobbyists acquire the informatiam = @ = 0, the official’s expectation
abouty in case of non-disclosure is not defined by LemimAn equilibrium combination of
information procurement strategies where both Idibypay to acquire the information thus
requires an assumption about how the official waaleérpret non-disclosure. Since in this

case full disclosure results non-disclosure doet auzur in equilibrium and such an
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assumption is called the official’'s out-of-equililom beliefs. Proposition 1 follows directly

from the considerations outlined above.

Proposition 1: The following table outlines necessary conditiofts four possible
equilibrium combinations of pure strategy infornoatiacquisition strategies in lobbying. The
resulting equilibrium interpretation of non-disalms is also presented. The public policy

official’s out-of-equilibrium beliefs are denot&°Yy | N].

B acquires information B does not acquire information
A acquires C, < 1/2(1_ Eooe[ Y| N:I)Z and Cas%
information _

CB 51/2( EOOeI:y| N:I)2 E[y| N] - O
Adoesnot | Cg<¥ 2

B B ’ C >]_/( \/p—A ]
_ A 2% 1I-———"—F—=—| and

acquire E[y| N] = 1 Pa ++/Pe

information — 2
CB > 1/2(#]

SR o

For a number of cost levels there exists more tbae equilibrium combination of
information acquisition strategies. Which one ggtesen depends on the expectations the
lobbyists hold about the official’s interpretatioosf non-disclosure. This interpretation
becomes self-fulfilling in equilibrium. E.g., wilbw levels of costs of information acquisition
for A, if both lobbyists expect the official to interpm@gon-disclosure as indicative of a low
value of the informationE[y| N] = O, there are incentives f& to expend resources for
information acquisition but not fd. Then,A possesses the information and will disclose it if
it is greater than zero arE1y| N] = 0 is the correct Bayesian revision of expeotai If both
lobbyists with opposing preferences obtain the rimfation, one will have an incentive to
disclose it. Therefore the revised expectation alydollowing non-disclosure is an out-of-
15



equlibrium belief in the sense that non-disclosaneot an equilibrium strategy. The official’'s
choice of out-of-equilibrium belief determines theper bound for costs of information
acquisition for which it will be preferable férandB to acquire the information.

The multiplicity of possible equilibria and the ifigal active role for the public policy official
in choosing between them makes establishing anioggelationship with the public policy
official potentially desirable for the lobbyist. &tofficial's out-of-equilibrium interpretation
of non-disclosure of information can be consideasdher leanings towards one sector of
potential lobbyists. Because interpretations of -dmtlosure become self-confirming in
equilibrium the official’'s perceived leanings towar either preparer or user sector (to
continue the example from above) determine theomoc It is indeed the perceptions about
his leanings that matter rather than his leanirggssp since in equilibrium expectations are
correct. Therefore lobbyists will want to be presenpublic policy preparation if they can
influence the official’'s a priori attitude even whex post the official obtains her information

from the opposing source.

4 Discussion

This paper proposes and analyses a game-theoretlelrof information-based lobbying in
the presence of information procurement costs enpért of the lobbyist. A public policy
official is assumed to be dependent on the inpuhfinterested parties in order to make an
informed decision. The interaction is assumed tadpeated and reputational concerns are
exogenously specified to be important enough tovesre untruthful communication of
information. However, information concealment ispassible strategy. Arguably, this
modelling represents the situation found in an salyi committee in the European
comitology system which provides the Commissiorhvitformation but does not have any
veto power (e.g., Steunenberg, Koboldt and Schimettc 1996. See Bergstrom, 2005 for a
general overview of the comitology system). In Hzeounting context such procedures are
applied in the endorsement process of internatiasabunting standards. In particular, the
European Commission, instigated originally by thardpean Parliament has taken to
regularly commission so-called effect studies ofanahanges to accounting standards before
endorsing them. Similarly, the SEC has been maddayethe American Congress to carry
out effect studies on fair value accounting inwreke of the 2008 financial crisis.

Analysis of the model shows that information acijiais is costly to the lobbyists there exist

different possible equilibrium information procurent and disclosure strategies dependent on
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the public policy official’s interpretation of faite to provide her with information.
Influencing these expectatioes ante— before a concrete lobbying situation — now afiav
potential lobbyist to be better off than by stayatghe sidelines. Ex ante expectations can be
thought of a leaning towards one group of actorg,, @n “industry bias”, even though the
official exhibits a perfectly neutral utility funioin and does not receive any rewards from that

actor.

The model is applicable to a wide range of lobbysituations where the lobbyists’
contribution consists in information rather than megw. It is, however, based on the
assumption of rational revision of expectationstloa part of the lobbying’s recipient. Since
Baysian revision of expectations necessitates $roa probability distribution over known
possible outcomes — it is not well-suited for ditas characterized by great novelty and
uncertainty. Such situations may be better chataet by heuristic, as distinct from Baysian

expectations formation (Fischer and Verrecchia4200
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